T.C. Meno. 2009-119

UNI TED STATES TAX COURT

ESTATE OF VALERFA M M LLER, DECEASED, VIRGL G M LLER,
EXECUTOR, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 5207-07. Filed May 27, 2009.

MriamR Price and Adria S. Price, for petitioner.

Mark D. Eblen, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GOEKE, Judge: Respondent determ ned a deficiency of
$1,019,399 in the Federal estate tax of the Estate of Valeria M

Mller (the estate). There are two issues for decision.! First

IOn brief the parties agree that the estate is entitled to
deduct $12 for unpaid i ncone taxes.
(continued. . .)
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we nust deci de whet her the value of the gross estate includes an
anount for which the estate of Valeria M MIller’'s (decedent’s)
predeceased husband (M. MIler) clained a marital deduction. W
find that those ampbunts for which M. MIller’'s estate clained a
marital deduction are properly included in the val ue of
decedent’s gross estate. Second, we nust determ ne whether the
estate is required to include in the gross estate the total value
of assets transferred to decedent’s famly limted partnership in
April 2002 and May 2003, or if those transfers qualify for a
discount. W find the value of those securities transferred to
decedent’s famly Iimted partnership in April 2002 qualifies for
a discount, while the value of those assets transferred in My
2003 does not qualify for a discount.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the date of decedent’s
death and all Rule references are to the Tax Court Rul es of

Practice and Procedure.

Y(...continued)

Further, the estate raised on brief the issue of a deduction
for legal fees incurred after decedent’s estate’s estate tax
return was filed. Respondent in reply conceded that the estate
wll be allowed a deduction for legal fees incurred at or after
trial to the extent the estate is able to substantiate those
fees. These issues wll be addressed in the parties’ Rule 155
conput at i on.
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FI NDI NGS COF FACT

1. | nt roducti on

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
i ncorporated herein by this reference. On the date of her death,
May 28, 2003, decedent was a resident of Indiana. Virgil G
Mller (Virgil G) was appointed executor of decedent’s estate.
At the tinme the petition was filed on behalf of the estate,
Virgil G was a resident of Indiana.

2. M. Mller

Decedent married M. MIler on February 12, 1938, and they
remai ned married until M. Mller’'s death on February 2, 2000.
Decedent and M. MIler had four children: Virgil G, born
August 1939; CGordon, born July 1942; Donald, born July 1944; and
Marcia, born Decenber 1946. Virgil G is aretired architect.
Donald is a retired manager of recreation activities at Fort
Benjam n Harrison. Marcia was married but separated from her
husband i n Septenber 2002. They were divorced in January 2003,
and she died in February 2006.

M. MIller was an architect until his retirenent at age 60.
Decedent served as M. MIller’'s secretary and hel ped start his
architecture business. Fromretirenent to his death at age 86 in
2000, M. MIller devoted his time to researching and investing in

securities. M. Mller spent significant time managing his
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famly s investnments and enpl oyed a specific investnent

met hodol ogy--charting stocks. Charting stocks involved the
purchase and sale of securities on the basis of an anal ysis of
their daily high and low values. M. MIller kept handwitten
records of his investnent activity.

On Cctober 29, 1991, M. MIller established the Virgil J.
MIller Living Trust (the revocable trust). The agreenent
establishing the trust also established a life estate marital
trust for decedent (the QTIP trust).

M. MIler predeceased decedent. Virgil G as executor of
the estate tinely filed a Form 706, United States Estate (and
Cener ati on- Ski ppi ng Transfer) Tax Return, with the Internal
Revenue Service (IRS)

On the date of M. MIler’s death, his gross estate was
val ued at $7,667,939. O his gross estate, $7,635,755, or 99.6
percent, consisted of securities held by his revocable trust.

Virgil G mnade an el ection pursuant to section 2056(b)(7) to
treat the QIIP trust property as qualified term nable interest
property. M. Mller’'s estate claimed a marital deduction of
$1, 060, 000 for assets funding the QTP trust. The QIlP trust was
made up of five accounts with Merrill Lynch. On Cctober 6, 2000,
securities were transferred fromthe Virgil J. MIler Living
Trust Merrill Lynch account to Merrill Lynch account No. 634-

37225 (account 7225), in the nane of the QTP trust. The
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securities had a fair market value of $1,113,372 on Cctober 27,
2000. A portion of the securities used to fund account 7225 was
then used to fund four additional Merrill Lynch accounts,
nunmbered 8135 (account 8135), 8136 (account 8136), 8137 (account
8137), and 8138 (account 8138). The transfers from account 7225
to the additional four accounts were made in June 2001. Each
transfer had a fair market val ue of about $100, 000.

Virgil G was trustee of the QIIP trust, and the trust
agreenent provided that all incone of the QIIP trust was to be
distributed to decedent at |east annually and that inconme was not
to accunmulate in the QIIP trust. Decedent did not receive any
distributions or income fromthe QTP trust. Al income fromthe
QTP trust was reported on its own Forns 1041, U. S. |Incone Tax
Return for Estates and Trusts.

On Cctober 9, 2000, the remaining assets in the revocabl e
trust, then valued at approximately $3.6 mllion, were
distributed to decedent’s Revocabl e Living Trust (decedent’s
trust). Decedent’s trust held an account with Merrill Lynch
(decedent’s trust’s Merrill Lynch account) and an additi onal
account at Fidelity Investnents (decedent’s trust’'s Fidelity
| nvest nents account).

3. Decedent’s Social Life and Gft G ving

Decedent was involved in nunmerous comunity, social, and

religious activities including volunteering at nursing hones,
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joining a singing group, reading at church, and playing cards.
Decedent was never deened incapacitated or inconpetent and was
never under a guardi anshi p.

Decedent nade annual gifts to her children, her children’s
spouses, and her grandchildren, beginning by at |east 1994 and
continuing every year thereafter until her death. Decedent and
M. MIller established trusts for the benefit of decedent’s
grandchildren. Virgil G was trustee of each irrevocable trust.
Decedent nade annual gifts to the irrevocable trusts.

On May 1, 1994, decedent established the Valeria M Mller
I rrevocabl e Trust, of which Virgil G was trustee. Decedent nade
annual gifts to the Valeria M MIller Irrevocable Trust which
were used by Virgil G as trustee to pay life insurance prem uns
for life insurance policies on decedent. The trust owned two
life insurance policies which were sold on August 3, 2002, for a
total of $962,500. The proceeds were kept in the trust. The
life insurance policies eventually paid benefits of $2,750,000 to
t he purchaser upon decedent’s death

On June 22, 1999, decedent signed a gift annuity agreenent
with the National Heritage Foundation, a charitable organization
whi ch paid her $4,390 per nonth for the rest of her life. At
decedent’ s death the remainder was distributed to the Nationa

Heri tage Foundati on.
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4. The MIller Famly Linmted Partnership

M. MIller and decedent received estate planning advice from
David Price (M. Price) of Price & Collins, L.L.P. (Price &
Collins). After M. MIller died, decedent sought further estate
pl anni ng advice fromM. Price. On the basis of M. Price’s
advi ce, decedent decided to forma famly limted partnership.

On Novenber 21, 2001, the Indiana secretary of state issued a
certificate of limted partnership of the VIV MIller Famly
Limted Partnership (MFLP). Decedent was 86 when MFLP was
formed. The MFLP agreenent was prepared by M. Price and was
signed by Virgil G as general partner, by decedent as trustee of
her trust, and by Donald, Marcia, and Gordon as |limted partners.
Virgil G’'s address was used as MFLP' s busi ness address.

On Decenber 13, 2001, M-LP applied for an Enpl oyer
| dentification Nunber, which it later received fromthe IRS.

Al t hough MFLP held no assets as of Decenber 31, 2001, the fair
mar ket val ue per unit of a limted partnership interest in MFLP
was appraised as of that date for gift tax purposes (the Decenber
31, 2001, valuation). Because MFLP had not yet been funded,
Virgil G provided statenments to the appraiser detailing the
assets that were going to be used to fund MFLP

The Decenber 31, 2001, valuation indicates that MFLP had
mar ket abl e equity securities as of that date of $4, 336,380, a

mar gi n account payable of $499,573, and a net asset val ue of
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$3, 836,807. The Decenber 31, 2001, valuation applied a 35-
percent |ack of marketability discount to the purported net asset
val ue of MFLP and concluded that as of that date MFLP had a fair
mar ket val ue per unit of $2,264.73.

The MFLP agreenent had not been signed as of February 8,
2002. On February 8, 2002, M. Price sent Virgil G a letter
along with a partnership agreenent and signature pages for
decedent and her children. On February 26, 2002, Virgil G
mai | ed the partners’ individual signed signature pages back to
M. Price. On March 6, 2002, a paralegal at Price & Collins sent
Virgil G the MFLP agreenent along with certificates of
partnership interest for himto sign. Virgil G signed the
certificates and dated them Novenber 27, 2001

On March 28, 2002, a paralegal at Price & Collins sent
Virgil G revised MFLP certificates and a revised MFLP agreenent.
Each of the intended partners of M-LP signed the partnership
agreenent and was issued a certificate representing his or her
interests in the partnership. The MFLP issued 1,000 units;
decedent’s trust owned 920 units and continued to own that nunber
on the date of her death. Decedent’s children received their
partnership units as gifts fromdecedent. Virgil G received 10
general partner units and 10 [imted partner units. Donald,
Gordon, and Marcia each received 20 |imted partner units.

Decedent’s children continued to own those units on the date of
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decedent’ s death. The MFLP agreenent provided for centralized
asset managenent by vesting nmanagenent and control exclusively in
t he general partner, Virgil G

The MFLP agreenent provided:

The purpose of * * * [MFLP] shall be to buy, sell, and trade
in securities of any nature, including short sales, on
margi n, and for such purposes may nai ntain and operate

mar gi n account with brokers, and to pl edge any securities
hel d or purchased by themw th such brokers as security for

| oans and advances nade to the Trustees; buy, sell and trade
in comodities, commodity futures contracts and options on
comodity futures contracts; and buy, sell, trade or deal in
precious netals of any kind. Additionally, to maintain a
mar gi n account with a stock brokerage firm to execute al
docunents necessary for the opening and nai nt enance t hereof,
to borrow noney froma brokerage firm to pledge securities
owned by the Trust as collateral and to grant a security
interest therein, and to permt the stock brokerage firmto
rel end these securities in the ordinary course of its
business. Additionally * * * [MFLP] nmay acquire such assets
and engage in investnments of all types and any and all other
| awf ul purposes that may be conducted by a limted
partnership as deened appropriate by the CGeneral Partner.

The MFLP agreenment al so included a right of first refusal
should a limted partner wish to dispose of his or her interest
in MFLP and a clause requiring the partners to submt any dispute
anong thenselves to arbitration. Further, Virgil G, as genera
partner, was required to act in furtherance of MFLP's interests
and had fiduciary obligations to the partnership and the limted
partners.

MFLP established accounts at Fidelity Investnents and
Merrill Lynch. MFLP held one account at Fidelity (MFLP Fidelity

account) and three accounts at Merrill Lynch, account Nos. 7B10,
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7B12, and 7B13. Decedent made her first contribution to MFLP in
April 2002.

a. Merrill Lynch Account Transfers

On March 28, 2002, MFLP's Merrill Lynch account No. 7B10 had
a zero balance. On April 10, 2002, decedent’s trust contributed
equity securities fromdecedent’s trust’s Merrill Lynch account
to MFLP's Merrill Lynch account No. 7B10. The securities had a
val ue of $2,766,004 After this transfer was conplete, funds
were transferred fromaccount No. 7B10 to account Nos. 7B12 and
7B13.

On April 18 and 22, 2002, MFLP transferred securities from
MFLP's Merrill Lynch account No. 7B10 to MFLP's Merrill Lynch
account No. 7B12. The transferred securities had a val ue on
April 30, 2002, of $92,246. On April 18 and 22, 2002, M-LP
transferred securities fromMLP's Merrill Lynch account No. 7B10
to MFLP's Merrill Lynch account No. 7B13. The securities had a
val ue on April 30, 2002, of $95, 957.

b. Fidelity I nvestnents Account Transfers

On March 31, 2002, decedent’s trust’'s Fidelity Investnents
account had a net value of $2,152,625. On that sane date MFLP' s

Fidelity Investnents Account had a zero bal ance.
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On April 10, 2002, decedent transferred $1, 197, 668 of
securities fromdecedent’s trust’s Fidelity Investnents account
to MFLP's Fidelity I nvestnents account.?

The April 2002 transfers constituted about 77 percent of
decedent’ s net assets.

C. Mar gi n Accounts

Decedent’s trust’s Merrill Lynch and Fidelity Investnents
accounts often made purchases on margin. \Wen an investor
purchases a security on margin, he or she buys the security on
credit. A margin balance is the total balance in a margin
account. |If the balance is negative, then the amunt shown is
owed to a brokerage firm |If the balance is positive, then that
bal ance is available to earn interest.

Decedent’s trust’s Merrill Lynch and Fidelity Investnents
accounts both had negative margi n bal ances after the transfers of
securities described above, even though the securities purchased
on margin were no longer in the trust’s accounts. 1In order to

pay off the margin accounts, M-LP sold sone of the securities

2The estate argues that respondent incorrectly valued this
transfer because respondent used a nonthly statenent endi ng Apr.
30, 2002, as the source for pricing information. However, the
Fidelity Investnents account statenents show, in addition to
begi nni ng and endi ng account val ues, val ues per transaction.
Respondent’ s val uation of the securities transferred mrrors the
Fidelity account statenment’s valuations of the securities
transfer.



- 12 -
purchased on margin and transferred to MFLP and transferred the
proceeds back to decedent’s trust’s accounts.

On March 28, 2002, decedent’s Trust’s Merrill Lynch account
had a debit bal ance of $276,926. On April 10, 2002, M-LP s
Merrill Lynch account No. 7B10 transferred $277,400 to decedent’s
trust’s Merrill Lynch account. Another transfer of $39.42 was
made on April 10, 2002.

On April 17, 2002, MFLP sold, through MFLP's Merrill Lynch
account No. 7B10, 13,600 shares of AOL Tine Warner, Inc. and 680
shares of G sco Systens, Inc. stock for $272,685 and $10, 576
respectively (totaling $283, 261).

On April 30, 2002, decedent’s trust’s Merrill Lynch account
had a debit bal ance of $1,896, and MFLP's Merrill Lynch account
No. 7B10 had a debit bal ance of $320.

On April 19, 2002, MFLP sold $147,249 in securities from
MFLP's Fidelity Investnents account. On April 15, 2002, M-LP
transferred $51,801 in cash from MFLP's Fidelity Investnents
account to decedent’s trust’'s Fidelity Investnents account.

5. MFLP Managenent

Virgil G owned VGM Enterprises. M-LP paid VGM Enterprises
a nonthly fee to nmanage the partnership’'s securities. Virgil G
was the only enpl oyee of VGM Enterprises and worked about 40
hours per week managing MFLP's assets. M. Ml ler had taught

Virgil G howto chart stocks, and Virgil G managed MFLP s
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assets according to this philosophy. Virgil G began managi ng
the securities shortly after decedent’s first transfers to MFLP
in April 2002. Virgil G subscribed to trade publications and
purchased conputer software to assist himin researching
securities and carrying out MFLP s securities trading.

6. Contri butions to MFLP in 2003

Decedent made additional contributions to MFLP in 2003.

Al t hough decedent had been suffering fromcertain chronic
conditions associated with old age, her day-to-day health was
st rong.

On April 25, 2003, decedent suffered a fall at her residence
and broke her hip. The next day, while she was awaiting surgery,
doctors discovered that decedent was having sinus pauses, which
i ndi cated that her heart was stopping | onger than nornal.

Decedent underwent pacenaker inplantation surgery on April 28,
2003, and orthopedic surgery to repair her broken hip on Apri

30, 2003. The paceneker inplantation surgery was perforned
before the orthopedic surgery to ensure that decedent’s heart was
beating regularly and strongly when the hip surgery was
performed, in order to increase decedent’s chances of both
surviving and recoveri ng.

On May 8, 2003, decedent was di scharged fromthe hospital
and transferred to a continuing care facility for rehabilitation.

Decedent was to undergo rehabilitation and physical therapy so
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she would be able to return honme. On May 12, 2003, decedent was
brought back to the hospital fromthe continuing care facility
because she was retaining fluid and was short of breath. Upon
returning to the hospital decedent was di agnosed with congestive
heart failure.

Hospital policy at that time was for all patients regardl ess
of age to fill out code status forns and orders upon adm ssion to
the hospital. These docunments would informthe doctors caring
for a patient of the patient’s wshes and the type of action to
be taken in the event of a nedical episode. On May 12, 2003,
decedent’ s code status was Level |, Full Code, which indicated
that if decedent was to experience any sort of acute nedical
epi sode, all neasures possible would be undertaken to return
decedent to consciousness and heal th.

On May 19, 2003, a bruise was discovered on decedent’s scalp
whi | e her daughter and daughter-in-law were fixing her hair. A
CT scan perfornmed that sane day reveal ed a noderately enl arged
subacut e subdural hematoma, a type of traumatic brain injury.

On May 20, 2003, decedent’s doctor discussed with her and
her famly surgical options versus confort care only. On that
sane day decedent’s code order was changed to Level 1V, No Code,

Confort Measures Only. Decedent died on May 28, 2003. Her death
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certificate stated the cause of death as “Coroner-Respiratory
Arrest; Subdural Hematomm; Fall”.?3

a. Fidelity I nvestnents Accounts

After decedent broke her hip but before her bruise was
di scovered, she signed a letter dated May 9, 2003, addressed to
Fidelity Investnents requesting that Fidelity Investnents
transfer all of her assets, except for cash in her Fidelity
| nvest nents noney market account, over and into MFLP's Fidelity
| nvest nents account. Virgil G wote the letter and cosigned as
trustee of decedent’s trust. On May 17, 2003, Virgil G wote a
check from decedent’s trust’s Fidelity Investnents account in the
amount of $105,000 as an additional capital contribution to M-LP

There appear to have been a nunber of transfers between
decedent’s trust’s Fidelity Investnents account and MFLP' s
Fidelity Investnents account in May 2003. However, the anounts
and dates of these transfers are recorded differently on the May
and June 2003 account statenents issued to MFLP

The May 2003 statenment shows a transfer of securities worth
approximately $79,690 from decedent’s trust’s Fidelity
| nvest nents account to MFLP's Fidelity Investnents account on May
15, 2003. This transfer was made up of decedent’s holdings in

t hree corporations.

3The death certificates listed the causes of death
backwards--i.e., a fall caused a subdural hematomn, which caused
respiratory arrest.
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The May 2003 statenent al so shows a transfer of securities
wort h approxi mately $930, 751 from decedent’s trust’s Fidelity
| nvest nents account to MFLP's Fidelity Investnents account on May
20, 2003. This transfer was substantially all of decedent’s
holdings in her trust’s Fidelity Investnents account and appeared
to include the securities that had already been transferred to
MFLP on May 15, 2003.

Lastly, the May 2003 Fidelity Investnents account statenent
shows a transfer of securities worth approxi mately $950, 286 from
MFLP's Fidelity Investnents account back to decedent’s trust’s
Fidelity Investnents account.

Thus, according to the May 2003 MFLP Fidelity Investnents
account statenent, the net amount of distributions from
decedent’s trust’s Fidelity Investnents account to MFLP' s
Fidelity Investnments account was $60, 155. Decedent’s trust’s
Fidelity Investments account woul d have had a bal ance of $889, 898
on May 31, 2003.

The June 2003 statenent for decedent’s trust’'s Fidelity
| nvest nents account, however, shows only one transfer: a
transfer of assets worth approximately $878, 069 from decedent’s
trust’s Fidelity Investnents account to MFLP's Fidelity
| nvest nents account on May 15, 2003. The May and June 2003
statenents do not explain why the transfers are recorded

differently on the respective statenents. According to the June
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2003 statenent, decedent’s trust’s Fidelity Investnents account
had a bal ance of $49, 180 on June 30, 2003. Virgil G explained
that the discrepancy resulted fromerrors made by Fidelity and
that he never authorized the transfer of any securities from MFLP
back to decedent’s trust.

b. Merrill Lynch Accounts

On April 30, 2003, decedent’s trust’s Merrill Lynch account
had a bal ance of $184,819. On May 19, 2003, decedent’s trust’s
Merrill Lynch account transferred all of its marketable
securities and $14,650 to MFLP's Merrill Lynch account No. 7B10.
On May 30, 2003, decedent’s trust’s Merrill Lynch account had a
bal ance of $7.

The MFLP is still in existence, and Virgil G continues to
serve as general partner. MVLP made no distributions to Virgi
G, CGordon, Donald, or Marcia in 2002 and 2003.

Decedent’s will devises the remai nder of her estate, after
paynment of adm nistration expenses, to decedent’s living trust.
Decedent’s living trust agreenent provides that upon decedent’s
death the assets in her trust are divided into a portion A trust
and a portion B trust. The portion Atrust was to be a
gener ati on-ski pping transfer tax exenpt trust. The portion B
trust would be funded with the remai nder of decedent’s estate

after the portion A trust was funded. The portion B trust was
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divided into four subtrusts for the benefit of each of decedent’s
four children.

On January 29, 2004, MFLP nade a pro rata cash distribution
toits partners. M-LP disbursed $23,913 fromits Fidelity
| nvest nents account to each of Virgil G, Gordon, Marcia, and
Donal d and disbursed $1.1 nillion to decedent’s trust. A portion
of the $1.1 mllion was used to pay decedent’s estate’s Federal
and State estate tax liabilities.

7. MFLP Tradi ng Activity

As di scussed above, M. MIller spent his retirenment charting
stocks and managing the famly’s investnents. Decedent wanted
the famly assets to be managed in accordance with M. Mller’s
i nvestnent strategy after her death. M-LP actively managed the
cash and securities decedent transferred in April 2002 and March
2003. Before making contributions to MFLP decedent’s trust’s
accounts made very few trades, but trading activity increased
after the securities were transferred to MFLP. The overal |l val ue
of the transactions varied nonth to nonth. However, M-LP s
Merrill Lynch account Nos. 7B12 and 7B13 showed sal es and
pur chases of about $3,000 to $4, 000 per nonth during 2002 and
2003. Virgil G, as general partner, also kept his siblings
i nformed about MFLP's status and provided financial advice to

t hem
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A Form 706 was filed on behalf of the Estate of Valeria M
MIller on February 22, 2004. The Form 706 showed a gross estate
of $2,637,024, and tax due of $994,299. The gross estate
i ncl uded 920 MFLP units val ued at $2,589,118. The Form 706 did
not include the values of the securities used to fund the QIlP
trust in the value of the gross estate. Decedent’s Form 706
i ndi cated that decedent was the beneficiary of a trust for which
a deduction was clained by the estate of a predeceased spouse
under section 2056(b)(7) and which was not reported on decedent’s
Form 706.

On Novenber 30, 2006, respondent issued a notice of
deficiency (the notice) that, in part, increased the val ue of
decedent’s gross estate by $546, 702, the purported fair market
val ue of the securities in the QTP trust, and by the anmount of
decedent’s transfers to MFLP. A tinely petition for
redeterm nation was filed with the Court on March 5, 2007

OPI NI ON

A Federal estate tax is inposed “on the transfer of the
taxabl e estate of every decedent who is a citizen or resident of
the United States.” Sec. 2001(a). The estate tax is inposed on
the value of the taxable estate with specified adjustnents nade.
Sec. 2001(b). The value of a decedent’s taxable estate is the
val ue of the gross estate | ess enunerated deductions. Sec. 2051.

The val ue of the gross estate includes the values of all of
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decedent’ s property to the extent provided under sections 2033
t hrough 2045. Sec. 203S3.

| . Burden of Proof

CGenerally the taxpayer bears the burden of proving the
Comm ssioner’s determ nations are erroneous. Rule 142(a).
However, with respect to a factual issue relevant to the
ltability of a taxpayer for tax, the burden may shift to the
Comm ssioner if the taxpayer has produced credi bl e evidence
relating to the issue, net substantiation requirenents,
mai nt ai ned records, and cooperated with the Secretary’s
reasonabl e requests for docunents, w tnesses, and neetings. Sec.
7491(a). Neither party addressed the burden of proof. CQur
resolution of the issues is based on the preponderance of the
evi dence rather than the allocation of the burden of proof.

1. M. MIller's Estate’s Marital Deduction

W first determ ne whether decedent is required to include
in her estate the securities used to fund the QIIP trust. As
di scussed above, M. Mller's estate clained a marital deduction
in the amount of the fair market value of those securities.

Section 2056(a) grants a deduction for the value of any
interest in property passing to a surviving spouse which is
included in determning the value of the gross estate. Pursuant
to section 2056(b)(1), a marital deduction cannot ordinarily be

clainmed for property passing to a surviving spouse where the
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interest of a surviving spouse may eventually termnate or fail.
However, section 2056(b)(7) allows a marital deduction for
qualified termnable interest property (QIiP). QIIP is defined
in section 2056(b)(7)(B)(i) as property which passes froma
decedent, in which the surviving spouse has a qualified incone
interest for life, and to which an el ection applies.

Section 2056(b)(7)(B)(ii) provides that the surviving spouse
has a qualifying inconme interest for life if the surviving spouse
is entitled to all the incone fromthe property, payable annually
or at nore frequent intervals, and no person has a power to
appoi nt any part of the property to any person other than the
surviving spouse. Under section 2056(b)(7)(A), QTP is treated
for purposes of section 2056(a) as passing to the surviving
spouse and for purposes of section 2056(b)(1)(A) as not passing
to any person other than the surviving spouse. Pursuant to
section 2056(b)(7)(B)(v), a QTP election with respect to any
property shall be nade by the executor on the Federal estate tax
return and once made is irrevocable.

Section 2044 sets forth the tax treatnent of QIIP in the
estate of the surviving spouse. Under section 2044(a), the val ue
of the gross estate includes the value of any property to which
this section applies in which the decedent had a qualifying
incone interest for life. Section 2044(b)(1)(A) applies section

2044(a) to any property if a deduction was allowed with respect
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to the transfer of such property to the decedent under section

2056(b) (7). See Estate of Cavenaugh v. Conmm ssioner, 100 T.C.

407, 417 (1993), affd. in part on this issue and revd. in part 51
F.3d 597, 599-601 (5th Gr. 1995).

Under section 2056(b)(7)(B)(ii), the rel evant questions are
whet her decedent was entitled to all the inconme fromthe
property, payable at |east annually, and whether any person had a
power to appoint any part of the property to any other person.

See Estate of Soberdash v. Commi ssioner, T.C Meno. 1997-362.

Respondent argues that the estate is required to include the
val ue of the assets in the QIIP trust on decedent’s date of death
in the value of decedent’s gross estate because a QTl P deduction
under section 2056(b)(7) was allowed for assets funding a QTP
trust, a QIlIP election was nade, decedent had the right to
receive inconme fromthe trust annually, and decedent did not
di spose of her incone interest in the trust before she died.

The estate argues that the value of the assets funding the
QTP trust should not be included in the value of decedent’s
gross estate because decedent did not receive an interest in the
trust or retain it at her death. The estate argues that decedent
never received inconme or distributions fromthe trust, was never

considered to have an interest in the trust, and to the extent
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she had an interest in the trust, effectively refuted it before
her death.*

Respondent di sputes the estate’s contention, arguing that
there is no evidence that decedent refuted or di sposed of her
interest in the trust. Respondent also points to testinony by
M. Price, decedent’s |lawer, who testified that decedent never
di sposed of her interest in the QINP trust.

We agree with respondent. The fair nmarket val ue of the
securities in the QI P trust nmust be included in the val ue of
decedent’ s gross estate. The trust agreenent provided that al
income of the trust was to be distributed to decedent at | east
annual ly and that incone was not to accunulate in the trust. M.
Mller's estate nade a valid QI P election, and M. Mller’s
estate’s Form 706 cl aimed a $1, 060, 000 marital deduction under
section 2056(b) (7).

Decedent’s Form 706 indicated that decedent had been the
beneficiary of a distribution for which a section 2056(b) (7)
el ection had been made but did not include the value of the
assets funding the QTIP trust. Decedent did not dispose of her

incone interest in the trust before she died.

“The estate argues that should we find that decedent was
required to include the QTP in her estate and did not dispose of
her inconme interest, we should take the fair market val ue of
those securities into account in the context of sec. 2036 when
eval uati ng whet her decedent retained sufficient funds after
fundi ng MFLP
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Al though the estate argues that the anounts shoul d not be
included in the estate because decedent never needed the incone,
the rel evant questions under section 2056(b)(7)(B)(ii) are
whet her decedent was entitled to all of the inconme fromthe
property, payable at |east annually, and whether any person had a
power to appoint any part of the property to any other person.

See Estate of Soberdash v. Commi ssioner, supra. These

requi renents were net. The need of the surviving spouse has no
bearing on the eligibility for a deduction under section
2056(b)(7) or the subsequent inclusion in the surviving spouse’s
gross estate under section 2044. 1d.

As di scussed above, the QIIP trust assets conprised five
Merrill Lynch bank accounts. The parties dispute the fair market
val ue of the securities that nust be included in the val ue of
decedent’ s gross estate. The notice valued the securities on the
date of decedent’s death at $546, 702. Respondent argues that
this is the amount that nust be included under section 2044.
Respondent does not point to any other evidence in the record
supporting this cal cul ation.

The estate argues that respondent’s cal culation is incorrect
and val ues the securities at $526,758. The estate contends that
respondent overstates the value of the securities because
respondent counts certain securities in one of the QIIP trust’s

accounts tw ce.
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There is no evidence in the record concerning the fair
mar ket val ue of the securities on May 28, 2003, the date of
decedent’ s death. However, the record does contain account
statenents for the five Merrill Lynch accounts for the period
endi ng May 30, 2003. The May 2003 account statenents for the
accounts at issue, stipulated by the parties, do not indicate
that any securities were counted nore than once in determning
t he val ue of the account.

The statenent for account No. 7225 is inconplete. However,
t he account statenent for account No. 8135 includes val ues for
bot h account Nos. 8135 and 7225. The account statenent for
account No. 8135 val ues account No. 7225 at $202, 850° and account
No. 8135 at $102,051, for a total of $304,902.° The account
statenment for account No. 8136 val ues that account at $69, 151.
The account statenent for account No. 8137 val ues that account at
$88,192. Lastly the account statenment for account No. 8138
val ues that account at $70,980. These statenents value the five
accounts at $533,225. Accordingly, decedent’s gross estate is

i ncreased by $533, 225 pursuant to section 2044.

°The val ue of account No. 7225 ($202,850) in the account
statenment for account No. 8135 matches a summary contained in the
af orenenti oned i nconpl ete account statenent for account No. 7225.

The $1 difference is due to rounding.
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[11. Decedent’s Contri butions to MFLP

Lastly we determ ne whether the cash and securities decedent
transferred to MFLP in April 2002 and May 2003 nust be included
in the value of decedent’s gross estate under section 2036 at
their fair market value or are entitled to a discount.

Decedent’s gross estate included 920 partnership units in MLP
The 920 partnership units were valued at $2,589, 118 after
application of a 35-percent discount. Respondent does not
contest the anmount of the discount that the estate clainmed on
decedent’ s estate’s Form 706. Rather, respondent argues that the
estate is not entitled to any di scount and nust include the ful
value of the transferred assets in the value of the gross estate.

The purpose of section 2036 is to include in a deceased
taxpayer’s gross estate inter vivos transfers that were

testanmentary. United States v. Estate of Grace, 395 U S. 316

(1969). Section 2036(a) generally provides that if a decedent
made an inter vivos transfer of property, other than a bona fide
sale for adequate and full consideration, and retained certain
enunerated rights or interests in the property which were not
relinquished until death, the full value of the transferred
property will be included in the value of the decedent’s gross
estate. Section 2036(a) is applicable when three conditions are
met: (1) The decedent nmade an inter vivos transfer of property;

(2) the decedent’s transfer was not a bona fide sale for adequate
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and full consideration; and (3) the decedent retained an interest
or right enunerated in section 2036(a)(1) or (2) or (b) in the
transferred property which she did not relinquish before her

deat h. Estate of Bongard v. Conm ssioner, 124 T.C. 95, 112

(2005) .

The bona fide sale for adequate and full consideration
exception is limted to a transfer of property where the
transferor “has received benefit in full consideration in a

genuine arnis length transaction”. Estate of Goetchius v.

Comm ssioner, 17 T.C. 495, 503 (1951). |In Estate of Bongard v.

Commi ssioner, supra at 118, we held that the exception for a bona

fide sale for an adequate and full consideration in noney or
nmoney’s worth is satisfied in the context of a famly limted
part ner shi p- -

where the record establishes the existence of a legitimate
and significant nontax reason for creating the famly
l[imted partnership, and the transferors received
partnership interests proportionate to the value of the
property transferred. See, e.g. Estate of Stone v.

Comm ssioner, * * * [T.C. Meno. 2003-309]. The objective
evi dence nmust indicate that the nontax reason was a
significant factor that notivated the partnership’s
creation. * * * A significant purpose nust be an actual
nmotivation, not a theoretical justification.

The bona fide sale exception is not applicable “where the
facts fail to establish that the transaction was notivated by a
legitimate and significant nontax purpose.” 1d. |In Estate of

Bongard v. Conmi ssioner, supra at 118-119, we listed a nunber of

factors that support such a finding, including
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t he taxpayer’s standing on both sides of the transaction,
* * * the taxpayer’s financial dependence on distributions
fromthe partnership, * * * the partners’ comm ngling of

partnership funds with their own, * * * and the taxpayer’s
actual failure to transfer the property to the partnership.

* * %

Respondent argues that decedent’s transfer of assets to MFLP
is not exenpt fromthe application of section 2036(a) because the
transfer did not constitute a bona fide sale for adequate and
full consideration. Respondent points to the follow ng factors
as evidence that the transfer was not bona fide: (1) MFLP' s |ack
of a functioning business operation; (2) the delay in making
contributions to MFLP after MFLP was fornmed and the partnership
agreenent was signed; (3) the type of assets transferred; (4)
decedent’ s age; (5) that decedent stood on both sides of the
transaction; (6) decedent’s failure to retain sufficient assets
outside of MFLP; and (7) the stated reason for MFLP's formati on.

The estate argues that decedent’s transfers to MFLP were
bona fide sales for adequate and full consideration. The estate
contends that there were legitimate and substantial nontax
busi ness reasons for the creation of MLP, including asset
protection, succession of managenent, centralized managenent, and
continuation of the famly’ s investnent strategy. The estate
poi nts out that the securities were actually transferred to MFLP
and never conm ngled with decedent’s personal assets, and
partnership formalities were satisfied. W w1l analyze each

contribution separately.
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A, April 2002 Contributions

We agree with the estate that decedent’s April 2002
transfers to MFLP satisfy the bona fide sale for adequate and
full consideration exception and are not governed by section
2036. Decedent had legitimte and substantial nontax busi ness
reasons for formng MFLP and for contributing securities in Apri

2002. See Estate of Mrowski v. Conmi ssioner, T.C Menp. 2008-

74: Estate of Schutt v. Commi ssioner, T.C Mno. 2005-126.

Decedent established and funded MFLP to ensure that her assets
continued to be managed according to M. MIller’s investnent
phi | osophy.

M. Price, Virgil G, and Donald all testified credibly
about M. Mller’s investnent strategy. M. Price specifically
testified that M. M Il er had been charting stocks by hand since
t he begi nning of their business relationship and woul d often
bring detailed records with himwhen the two net. W find
credi ble the wtnesses’ testinony that the driving force behind
decedent’ s desire to form MFLP was to conti nue the managenent of
famly assets in accordance wwth M. MIller’s investnent
strat egy.

MFLP did not hold investnents passively, collecting

di vidends and interest. See Estate of Gore v. Comm ssioner, T.C

Meno. 2007-169; Estate of Rosen v. Commi ssioner, T.C Meno. 2006-

115. Virgil G testified that he spent about 40 hours per week
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managi ng MFLP' s assets, and we find his testinony credible.
Before contribution, the assets in decedent’s trust accounts were
not regularly traded. However, Virgil G began nonitoring and
trading the assets regularly once they were contributed to MFLP
Al t hough MFLP earned inconme nonthly fromthese sources, Virgil G

al so evaluated stocks daily. See Estate of Schutt v.

Comm ssioner, supra (famly limted partnership had a significant

nont ax purpose of facilitating the decedent’s buy and hold
i nvestment strategy and assuaging his worry that his heirs would

sell his investnments after his death); cf. Estate of Jorgensen v.

Comm ssioner, T.C Meno. 2009-66 (“There are no special skills *

* * when adhering to a ‘buy and hold strategy, especially when
one pays an investnent adviser to reconmend what to buy and when
to sell.”).

Virgil G subscribed to a nunber of trade publications and
purchased conputer software to assist in his securities trading,
and VGM was conpensated by MLP for managenent services. M-LP
i nvol ved an active securities trading operation closely aligned
with M. Mller’s investnent strategy. Decedent wanted her
assets to be traded according to her husband s invest nent
phi | osophy and set up MFLP to do just that. Virgil G was the
only famly nenber versed in M. MIller’s trading phil osophy, and

he was given authority to trade securities on behalf of MLP
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Virgil G also discussed MFLP with his siblings and provi ded
financi al advice.

Respondent contends that the trades MFLP actually nmade were
not sufficient to qualify MFLP as a legitimate operation.

Respondent relies on Estate of Thonpson v. Conm ssioner, 382 F.3d

367 (3d Cr. 2004), affg. T.C. Meno. 2002-246, in support of this
argunent and al so argues that MLP | acked enpl oyees, kept no
books or records, and had no bank accounts in its name.

Respondent further contends that the types of assets transferred
wei gh against a finding of a valid nontax busi ness purpose for

the transfers. Respondent again points to Estate of Thonpson v.

Conmi ssi oner, supra, and Estate of Rosen v. Conmi SSsioner, supra,

in support of his contention that there was no benefit to be
derived fromtransfer of the assets to MFLP other than favorable
estate tax treatnent.

MFLP' s activities need not rise to the level of a “business”
under the Federal inconme tax laws in order for the exception

under section 2036(a) to apply. See Estate of M rowski V.

Conmi ssi oner, supra; Estate of Stone v. Conmi ssioner, T.C. Meno.

2003-309. Respondent’s argunment concerning the types of assets
transferred fails for the sanme reason. The nontax purpose behind
formati on of MFLP was to continue M. MIler’s investnent

phil osophy and to apply it to famly assets. This goal could not

have been nmet had decedent not transferred securities to MFLP
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Respondent’s reliance on Estate of Thonpson and Estate of

Rosen is msplaced. In those cases decedents transferred
property that was not actively managed by famly limted

partnerships. See Estate of Thonpson v. Conm Ssioner, supra at

379 (“The record denonstrates that neither the Turner Partnership
nor the Thonpson Partnership engaged in any valid, functioning

busi ness enterprise.”); Estate of Rosen v. Conm Ssioner, supra

(“For the nost part, the assets of the LRFLP appear not to have
been traded by the LRFLP, which, in part, explains the m ninal
capital gain incone and | oss reported by the LRFLP.”). As stated
above, MFLP was not a passive holder of securities.

Respondent’ s contenti ons concerni ng decedent’s age are
i kewi se m splaced. Respondent contends that the transfers were
made because decedent and Virgil G recognized that decedent’s
health was failing. Respondent argues that decedent and Virgi
G made these transfers in view of her failing health in order to
reduce the value of her taxable estate. W do not agree. At the
time of the April 2002 transfers, decedent, although dealing with
sonme chronic conditions, was generally in good health. Neither
decedent nor her famly expected any significant decline in
decedent’s health in the near future.

As stated above, decedent’s desire to continue her deceased
husband’ s i nvest nent phil osophy is a significant nontax business

purpose. Although intrafamly transfers are subject to



- 33 -

hei ght ened scrutiny, they are not barred. See Estate of Bongard

v. Conm ssioner, 124 T.C. at 123. Decedent was able to ensure

t hat her assets would be managed and i nvested in a manner that
decedent both desired and trusted: her deceased husband’s
i nvest ment strategy.

Decedent al so retained sufficient assets outside of M-LP
after the April 2002 contributions such that she did not need to
rely on distributions from MFLP to pay for day-to-day |iving
expenses. Respondent’s argunent that decedent did not retain
sufficient assets after making the transfers fails; decedent
retained alnost $1 mllion in securities in decedent’s trust’s
Merrill Lynch and Fidelity Investnents accounts and al so had
access to the securities in the QI P trust after the April 2002
transfers. Nor do we believe the use of MFLP funds to pay
decedent’s trust’s margin accounts taints decedent’s transfers.
This is not an exanple of partnership funds being used to pay
per sonal expenses of the decedent. Decedent’s trust purchased
stock on margin; those stocks were later sold to pay the
correspondi ng margi n account.

Decedent’s transfers to MFLP in April 2002 satisfy the bona
fide sale exception and are therefore entitled to the clai ned
di scount in valuing decedent’s gross estate. See Estate of

Mrowski v. Comm ssioner, T.C Menp. 2008-74. W next analyze

the May 2003 contri buti ons.
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B. May 2003 Contri buti ons

We agree with respondent that decedent did not have
legitimate and substantial nontax business reasons for the My
2003 transfers. The record indicates that the driving force
behi nd the May 2003 transfers was the precipitous decline in
decedent’s health in the weeks before the transfers. The
decision to nmake additional contributions to MFLP in May 2003 was
made shortly after decedent broke her hip. See Estate of

Eri ckson v. Commi ssioner, T.C Menp. 2007-107. Although decedent

was generally in good health before the April 2002 transfers,
this was not the case in May 2003. |In addition to breaking her
hi p, decedent had just undergone pacenaker inplantation surgery.
Further, decedent’s rehabilitation was not progressing, and she
was forced to return to the hospital with congestive heart
failure.

The witnesses’ testinony that decedent’s famly hoped for
her recovery is credible, but her health was in decline. G ven
the lapse in tinme between the April 2002 contributions and the
May 2003 contributions, the decline in her health and the
decision to reduce her taxable estate were clearly the driving
forces behind Virgil G’'s decision to nake additiona
contributions to MFLP

The estate’s argunent that decedent contributed the

remai nder of her assets to MFLP in May 2003 so that they were
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managed in accordance with M. MIller’s investnment strategy is
undercut by the fact that decedent had the option of contributing
these securities to MFLP 1 year earlier. Had decedent wanted al
of her assets managed by Virgil G 1in accordance with M.
Mller's investnent strategy, there would have been no need to
wait until the |ast weeks of her life to nake additional
transfers to MFLP. The May 2003 contri butions were driven by
Virgil G’'s desire to reduce the value of decedent’s taxable
estate. Accordingly, there was no significant nontax reason for
the transfer, and the transfer does not qualify as a bona fide

sale for adequate and full consideration. See Estate of Erickson

v. Comm ssioner, supra (“It was only after Ms. Erickson had been

admtted to the hospital with pneunonia, two days before she
died, that the partners finally conpleted their transfers.”);

Estate of Rosen v. Conm ssioner, T.C Meno. 2006-115 (“The fact

t hat decedent was 88 years old and in failing health strongly
supports our finding that the transfer of the assets was purely
for the purpose of avoiding Federal estate and gift taxes.”).
Because we find that decedent did not have a significant
nont ax purpose in making the May 2003 transfers, we nust
determ ne whet her decedent retained the possession or enjoynent
of, or the right to the income from the property transferred to

MFLP in May 2003. Sec. 2036(a).
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It is clear that when the decision was nade to further fund
MFLP in May 2003, Virgil G, as trustee of decedent’s trust and
as general partner of MLP, knew that M-LP funds woul d be needed

to pay decedent’s estate tax liabilities. See Estate of Rector

v. Comm ssioner, T.C Meno. 2007-367. The May 2003 transfers

were driven by Virgil G’s desire to decrease the val ue of
decedent’ s taxable estate. After this contribution, decedent did
not retain sufficient assets to satisfy her estate tax

liabilities. See Estate of Erickson v. Conmni Ssioner, supra;

Estate of Rosen v. Commi SSioner, supra.

Al though the estate argues that the distribution to
decedent’s trust in 2004 was sinply a pro rata distribution to
MFLP' s partners, the funds were used to satisfy decedent’s
estate’s tax liability. “[Plart of the ‘possession or enjoynent’
of one’'s assets is the assurance that they will be available to

pay various debts and expenses upon one’'s death.” Strangi V.

Conmm ssi oner, 417 F.3d 468, 477 (5th Gr. 2005), affg. T.C. Meno.

2003-145. That the remai ning partners of MFLP received de
mnims anounts as part of the 2004 distribution serves to
hi ghlight the fact that a | arge anount of M-LP funds was needed
to satisfy decedent’s liabilities. “Were an individual conveys

all or nearly all of his or her assets to a trust or

partnership,” Estate of Rosen v. Conm ssioner, supra, the

likelihood that the individual will have access to the assets is
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the greatest, id. Virgil G’'s use of funds distributed by M-LP
to pay decedent’s estate tax liability shows that the final
contributions to MFLP conpl etely depl eted decedent’ s resources.

See Strangi v. Conm ssioner, supra at 478; Estate of Rector v.

Conmi ssi oner, supra; Estate of Rosen v. Conmi SSsioner, supra.

The estate’s contention that Virgil G would not distribute
funds to decedent because to do so would violate his fiduciary
duties and would be at odds with the stated goals of MFLP is not
credible. It is inconceivable that had decedent recovered and
faced, for exanple, increased day-to-day |iving expenses or
catastrophic nedical costs, Virgil G, as general partner of
MFLP, woul d not have provided her wwth access to the securities
used to fund MFLP

We conclude that at the tine of the May 2003 transfer to
MFLP decedent retained the econom c benefit of the securities

transferred. See Estate of Jorgensen v. Commi ssioner, T.C Mno.

2009-66; Estate of Rector v. Conm ssioner, supra. Accordingly,

the securities transferred are not entitled to the clai ned
di scount and nust be included in the value of decedent’s gross

estate at their fair market val ue.’

"For purposes of valuing the securities transferred from
decedent’s trust’s Fidelity Investnents account to MFLP' s
Fidelity Investnents account in May 2003, we find Virgil G's
expl anation for the discrepancy between the May and June 2003
account statenents credible. Accordingly, those transfers wll
be val ued according to the June 2003 statenent which shows the

(continued. . .)



| V. Concl usi on

Decedent’s estate is increased by the anobunts used to fund
the QTIP trust. Decedent’s estate is entitled to the clained
di scount for the securities transferred to MFLP in April 2002.
Decedent’s estate is not entitled to the clainmed discount for the
securities transferred to MFLP in May 2003. The parties’
agreenent as to taxes and any deduction for legal fees wll be
dealt with in the Rule 155 conputati on.

Accordi ngly,

Deci sion will be entered

under Rul e 155.

(...continued)
transfers being nmade as of May 15, 200S3.



